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Explicit Individual Contracting in
the Labor Market..

David Lewin

The best known form of explicit contracting in the labor market is
the collective bargaining agreement struck between organized
workers and management. Despite the continuing decline of union-
ism and, consequently, collective bargaining in the United States,
some 150,000 collective bargaining agreements covering roughly 11
million private-sector workers are presently in effect (Bureau of Na-
tional Affairs 1991; Wafilewski 1992). Furthermore, data on collec-
tive bargaining contracts continue to be collected on a systematic
basis, and thus it is possible to gauge the extent of such bargaining at
a particular point in time and to observe changes over time.

In contrast, there are no recurring systematic data presently avail-
able concerning explicit individual contracting in the labor market.
Anecdotal, popular, and case accounts of individual employment
contracts (usually about conflicts over such contracts) surface from
time to time, but these do not effectively substitute for systematic
data by which one can determine the extent or changing incidence of
explicit individual employment contracts.

Despite this data gap, and in part because of it, in this chapter I will
analyze current and potential future uses of explicit individual em-
ployment contracting in the labor market. The first section of the
chapter draws on the implicit contracting and psychological contrac-
ting literatures to derive a conceptual foundation for the analysis of
explicit individual employment contracting. The second section
broadens this foundation to incorporate concepts drawn from the
human resource management and industrial relations literature, and
presents new evidence and empirical analyses of explicit individual
contracting in the labor market. In the third section I describe and
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contracting in three U.S. firms, emphasizing the diversity of such
contracting arrangements. The fourth section draws on this study's
main conclusions to derive a forecast for the future of explicit indi-
vidual contracting in the labor market.

., c'

Conceptual Foundations

The notion of implicit contracting in the labor market and in the
employment relationship has been emphasized by economists and
psychologists. Recent work by economists uses implicit contracting
models to explain such phenomena as long-term employer-employee
attachments, turnover, work effort, fringe benefits, variable compen-
sation schemes, and employee voice mechanisms (Lazear 1992;
Mitchell 1988; Ichniowski 1992; Kleiner 1992; Lewin and Mitchell
1992). In brief, this work begins with the stylized fact that it is often
difficult for the employer to observe and monitor employee job per-
formance. Therefore, employers are motivated to structure compen-
sation schemes that pay workers less than the value of their marginal
product early in their careers, and more than the value of their
marginal product later in their careers. This in turn leads to upward-
sloping age-earnings profiles for workers and long-term employer-
employee attachments. Put differently, the upward-sloping age-
earnings profile reflects the payment of efficiency wages by em-
ployers at individual points along the profile.

Under this arrangement workers are encouraged to monitor their
own job performance, and workers whose performance is below tar-
get are encouraged to leave the firm -that is, to quit. But the central
tendency under this implicit contracting arrangement is for workers
to perform to targeted requirements (rather than shirk) and to remain
in their jobs because later in their careers they will in effect receive
pay premiums. Quitting early in their career means that workers will
lose such premiums.

Employers also have a generalized incentive to keep turnover low
due to the costs of recruitment, screening, hiring, and training, and
because of the benefits they receive from paying wages below mar-
ginal product early in employees' careers. (Employers who attem~t to
discharge workers at the point at which pay just equals margInal
product presumably will be dissuaded from doing so by the fa~t that
information about such a practice will be efficiently traded 1." t~e
labor market; the firm, having acquired a reputation for engagIng m
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this practice, will eventually be unable to attract workers.} However,
employers also have a generalized incentive to encourage workers to
leave the firm later in their career, when their pay premiums are the
greatest. For this purpose, employers adopt fringe benefit plans that
are typically backloaded (Mitchell 1992} -they provide the largest
payouts for the last few years of service -and that are sometimes
sweetened to encourage "early" retirement (Lazear 1979}.

The concept of implicit contracting in the labor market can also be
applied to the use of team or group incentives. Such incentives,
especially in the form of profit-sharing and employee stock owner-
ship plans for workers, have become widespread in the United States
(Delaney, Lewin, and Ichniowski 1989}. Basically, these plans reward
employees based on team or group performance and do so after the
fact -a form of payment for output as distinct from payment for
input, which is in the form of salaries or wages. The possibility of
such after-the-fact payments being made forms part of the implicit
contract between the firm and the worker.

A major analytical issue in the area of team incentives involves
motivation and the free rider problem. Why should an individual
worker put forth the effort to perform to target when the efforts of
others on the team will result in meeting the performance target? In
other words, what is the motivation for the individual worker not to
shirk under a team-based incentive plan? One answer is that the
individual may know his or her coworkers well (perhaps even be
related to them} or may feel a sense of altruism toward or identifica-
tion with them. Programs of team-based employee involvement and
participation in decision making are intended to strengthen such
mutual identification. Another answer is that the team may engage
in reciprocal monitoring to prevent shirking or to raise the cost to a
worker of his or her failure to achieve the performance target. The
Hawthorne experiments long ago showed that work groups can de-
velop powerful norms supporting the achievement of organizational
performance standards (Roethlisberger and Dickson 1939}, and a
more recent study of a U.S. paper mill showed how work groups
strongly enforced production objectives under a newly introduced
team concept of work organization (Ichniowski 1992}. Such recipro-
cal monitoring within a work team appears to require some type of
groupwide monetary incentive, such as a profit-sharing plan. Again,
the use of reciprocal monitoring together with team incentives can
be viewed as constituting some of the terms of the implicit contract
between the employer and the employee.

The notion of a psychological contract between the employer and
the employee has long been used by industrial and organizational
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psychologists to refer to the set of expectations, beliefs, and attitudes
that each party has with regard to the other (Schein 1980). Psycholo-
gists generally emphasize the importance of a proper match or fit
between the parties' expectations, beliefs, and attitudes, and contend
that mismatches along these dimensions of the employment rela-
tionship will result in dysfunctional consequences for the employee
and the employer.

For example, following the Hawthorne experiments a stream of
research explored the phenomenon of individual and work group
restriction of output IMathewson 1931; Roy 1952; Stagner 19561.
Such behavior typically occurs in response to certain management
actions, including unilateral changes in the organization of work,
speedup of production processes, discharge of workers for cause,
reductions in pay rates, and alterations of other terms and conditions
of employment. Whatever their specific form, these and related man-
agement actions are sometimes judged by workers to violate the
norms of their implicit psychological contracts with employers,
hence the consequent restriction of output. In unionized settings,
workers have sometimes responded to certain management actions
by engaging in work slowdowns and strikes (that is, in particular
forms of restriction of outputl; in these instances, workers judge
management to have violated the terms of both explicit collective
bargaining contracts and implicit psychological contracts (Korn-
hauser, Dubin, and Ross 1954; Karsh 19581.

More recently, studies of organizational entry have found that
employee job performance and tenure are positively associated with
"realistic" job previews, which provide job applicants with a balance
of positive and negative organizational attributes and characteristics,
in contrast to traditional job previews, which heavily emphasize
positive organizational attributes and characteristics IWanous 19921.
The main conclusion of this research is that employees who enter an
organization with a realistic picture of it are more likely than others
to find the terms of their psychological contract with the organiza-
tion actually met, leading to positive individual and organizational
outcomes.

A plethora of research on employee absenteeism from and lateness
to work finds that these behaviors are significantly associated with
perceived violations of the norms of the psychological contract
IMobley 1982; Clegg 19831. Such violations, which may take many
forms, apparently set off a sequential process of reduced employee
commitment to the organization, hightened employee dissatisfac-
tion with the organization, and increased employee withdrawal from
the organization I Mowday, Porter, and Steers 1982; O'Reilly and
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Chatman 1986). Moreover, employee withdrawal may proceed past
the absenteeism and lateness stages to "voluntary" departure -that
is, quitting -and several studies report significant negative associa-
tions between employee commitment and turnover, and between
employee job satisfaction and turnover (Porter et al. 1974; Mobley
1982).

Even more recently, concepts of procedural justice, organization
culture, and employee voice have been used to analyze employee
attachment to and withdrawal from work organizations. The pro-
cedural justice literature focuses on the extent to which various
organizational processes, especially the allocation of rewards, are
judged by workers to meet expected standards of fairness. Perceived
violations of such standards are associated with decreased employee
commitment to and increased employee withdrawal from the firm
(Sheppard, Lewicki, and Minton 19921. Similarly, organizations with
strong cultures -that is, organizations whose members share com-
mon values and beliefs that are typically expressed in various rites,
rituals, and symbols and that are systematically passed on to new
members -are characterized by high employee commitment and
low employee withdrawal (O'Reilly 1989; O'Reilly, Chatman, and
Caldwell 1990). A strong organizational culture is widely regarded by
researchers as a social control mechanism (O'Reilly 1989) and is
often claimed to be a prerequisite for the successful introduction and
implementation of team-building initiatives and broadened em-
ployee involvement and participation in decision making (Lawler
1986; Siehl and Martin 1990; Levine and Tyson 1990).

As to the concept of employee voice, most research in this area
proceeds from Albert Hirschman's exit-voice-loyaity model, which
posits that the exercise of voice will be negatively associated with
exit Ithat is, withdrawal) behavior IHirschman 1970). In the employ-
ment context, voice can be exercised through labor unions, grievance
procedures, or both. While large-scale cross-sectional research shows
that unionism is significantly negatively associated with employee
quits, or exit IFreeman and Medoff 1984), longitudinal research on
individual unionized and nonunion firms shows that the exercise of
voice through grievance and grievance-like procedures is positively
associated with voluntary and involuntary employee exit from the
firm ILewin and Peterson 1988; Lewin 1987a, 1992). Further, em-
ployee loyalty la proxy for commitment! is significantly negatively
associated with grievance filing (the exercise of voice) in the firm
IBoroff and Lewin 1991; Lewin 1994). Indeed, evidence from this
research also supports the conclusion that employees who exercise
voice via grievance filing are likely to suffer reprisals for doing so-
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which appears to constitute a violation of explicit contracts in union-
ized settings and implicit contracts in nonunion settings-

All of this research is consistent with, in fact embedded in, the
older notion of a psychological contract between the employee and
the employer. Concepts of procedural justice, organizational culture,
and employee voice offer new insights into the dynamics and conse-
quences of mismatches between employee and employer expecta-
tions, attitudes, and beliefs. In most settings, which is to say non-
union settings, these expectations, attitudes, and beliefs are part of
implicit individual contracts between employers and employees.
Given the large amount of attention that economists and psycholo-
gists have paid (from markedly different perspectives) to implicit
individual contracting in the labor market, and perhaps especially
given the evidence that the terms of such contracts can be and are
transgressed, it is important to consider whether or not such implicit
contracting will be supplanted by explicit contracting in the labor,
market.! Prior to doing so, however, I will examine the extent to ~~~:~~~~
which individual explicit labor market contracting is presently prac- "'~~~.
ticed in the United States.

Measuring and Modeling Explicit
Contracts

As I have noted, systematic data on explicit individual labor market
contracting in the United States are generally not available. How-
ever, a special survey of individual labor market contracting con-
ducted in 1990 under the auspices of the University of California at
Los Angeles (UCLA) Institute of Industrial Relations provides some
relevant data in this regard. The survey was conducted among a
sample of business units of publicly held U.S. firms listed in Standard
and Poor's Compustat financial reporting file.2

As is shown in Table IS.1, among the 1,274 businesses that
responded to the UCLA survey, about 31 percent use explicit in-
dividual contracts, which are typically referred to as employ-
ment contracts. The incidence of such contracts is greatest among
professional employees, followed by managerial personnel, while
manufacturing and financial service businesses practice individual
employment contracting considerably more than do businesses in
other industry categories. Explicit individual employment contracts
are also more prevalent among unionized than nonunion businesses,
younger than older businesses, smaller than larger businesses, and
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multinational than domestic husinesses.3 A logit-type regression
analysis of these data, which treated the aforementioned variables as
structural characteristics of firms, showed that the incidence of ex-
plicit individual contracting differs significantly by occupation, in-
dustry, unionization, age of business, and geographical scope of
business, but not by size of business.

Based on economic theorizing about implicit contracting in the
labor market and behavioral science theorizing about the psychologi-
cal contract in the employment relationship, a variety of factors
other than the structural characteristics of firms may influence deci-
sions by business organizations to adopt (or not adopt I explicit indi-
vidual employment contracts. For example, businesses that use
work teams may attempt to curb potential shirking and free-rider

Table 15.1. Incidence of explicit individual contracting, by firms'
structural characteristics

Explicit contracting

Characteristics of firm Yes (%) No (OfoJ

Total sample (N = 1,2741 31 69

Occupation
Managerial 36 64
Professional 42 58
Clerical 14 86
Production 23 77

Unionization
High unionization 37 63
Low unionization 28 72

Industry/sector
Agriculture, mining, construction 13 87
Manufacturing 43 57
Transportation, communications, public utilities 27 73
Wholesale and retail trade 21 79
Finance, insurance, real estate 39 61
Services 28 72

Firm size
Large 30 70
Small 33 67

Firm age
Old 27 73
Young 37 63

Geographic scope
Multinational firm 39 61
Domestic firm 27 73

Source: UCLA Institute of Industrial Relations Explicit Contracting Survey, 1990.
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prohlems, and to strengthen the motivational hasls of teamwork bv
practici g explicit individual contracting. Similarly, businesses ;ha't
use vari ble pay arrangements for employees -for cxample, gain
sharing, profit sharing, bonus, stock option, or stock ownership
plans -may be especially likely to practice explicit individual con.
tracting to formalize and underscore the potential financial gains to
employ es from achieving specified performancc goals.

The r pidly growing literature on human resource management
suggests still other factors that may affect the incidence of explicit
individu I employment contracting. Various subsets of this litera-
ture pro ide theoretical or empirical support for the positive influ.
ences of mployee information-sharing programs, flexible job design
program, employee training programs, and targeted, validated selec-
tion pra tices on firm performance (Kleiner and Bouillon 1988; Mor-
ishima 991; Katz and Keffe 1990; Osterman 1988; Mangum,
Mangu and Hansen 1990; Fossum 1990; Hunter and Schmidt 1982;
Arvey a d Faley 1988). Businesses that have adopted such practices
mayals be likely to practice explicit individual contracting as a way
of "bind ng" employees to the firm and raising the probability of
realizin "returns" on these new initiatives.

Anoth r subset of the human resource management literature em.
phasizes the linkages between a business's human resource policies
and pra tices and its overall strategy -so.called strategic human
resource management- Ostensibly, the stronger this linkage, the
more lik ly that human resource policies and practices will contrib-
ute to th~ performance of the business (Kochan, Katz, and McKersie
1986; Kltiner et al. 1987; Lewin 1987b). One empirical measure of
this link ge is the extent to which a business's scnior human re-
source 0 ficial is involved in the strategic planning process (Delaney,.
Lewin, a d Ichniowski 1989; Lewin and Mitchell 1992). For purposes
of this c apter, it is suggested that businesses with a "strong" link
between human resource management strategy and business strat-
egy are e pecially likely to practice explicit individual employment
contract.ng, in part as a way of strengthening this linkage and in part
to refle1 the concept embedded in this linkage, that human re-
sources re assets in which current investments yield future returns
IStrober 990; Flamholtz 1985).

From ~ e aforementioned literature in procedural justice, organi-

zational ulture, and employee voice, it is possible to derive the

propositi n that businesses with formal systems of dispute reso-
lution -grievance and grievance-like procedures -will be more
likely th n businesses without such systems to practice explicit
individual employment contracting. The presence of a formal dis-
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pute resolution system in a business indicates that certain expecta-
tions and beliefs about the employment relationship have gone be-
yond the informal shared-values stage to the explicit codification
stage. Thus, a logical next step may be to codify certain other dimen-
sions of the employment relationship in explicit individual con-
tracts. Additionally, however, businesses that have been charged
with race, sex, or age discrimination by current or former employees,
or with wrongful termination by former employees, are more likely
to engage in explicit individual contracting than businesses that
have not been so charged.

The UCLA survey elicited data on financial and nonfinancial par.
ticipation programs, information sharing, flexible job design, training
programs, selection practices, grievance systems, and discrimination
and wrongful termination activity in the responding businesses,
thereby making it possible to test for the effects of these variables on
the use of explicit individual employment contracting. Table 15.2
presents descriptive statistics for this set of variables, and Table 15.3
presents the results of regression analyses in which the incidence of
explicit individual employment contracting among the firms that
responded to the UCLA survey served as the dependent variable.

The data in Table 15.2 suggest that the incidence of explicit indi-
vidual employment contracting varies markedly by the human reo
source management characteristics of firms. Specifically, the
incidence of explicit individual contracting varies positively with
firms' use of financial participation, information sharing, and em.
ployee training programs as well as with selection test validation,
senior human resource executive involvement in business planning,
formal grievance procedures, and experience with employment dis.
crimination and wrongful discharge litigation. By contrast, the inci.
dence of explicit individual contracting varies negatively with firms'
use of employee nonfinancial participation programs and flexible job
design programs.

The regression results presented in Table 15.3 refine and extend
these findings.4 Firms with employee financial participation IFF),
information sharing IISI, and formal training ITRAINI programs, and
those that have experienced employment discrimination or wrongful
termination litigation IDISCI, are significantly more likely to prac.
tice explicit individual employment contracting than are firms with.
out such characteristics Icolumn 21. The validation of selection tests
(VALID), use of grievance procedures IGPI, and involvement of senior
human resource officials in business planning IHRI) are positively
but not significantly related to the incidence of explicit employment
contracting, while programs of employee nonfinancial participation
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(NFP) and flexible job design (FJD) are negatively but not signifi-

cantly related to the incidence of explicit contracting. Moreover,
these findings generally hold when selected firm structural charac-
teristics are included in the regression analysis (column 3).5

The dichotomous (yes-no) dependent variable used to this point
does not capture the scope of explicit individual employment con-
tracting in two respects: the proportion of a firm's work force that is
covered by such contracts, and the terms and conditions of employ-

Table 15.2. Relationships between incidence of explicit individual
contracting and firms' human resource management
characteristics

Incidence of
explicit individual

Human resource management characteristics contracting (%)

Employee financial participation program (FP)
Yes 36
No 26

Employee nonfinancial participation program (NFP)
Yes 29
No 33

Information sharing program (IS)
Yes 3S
No 27

Flexible job design program (FJD)
Yes 29

No 32

Employee training program (TRAIN!
Yes 35
No 27

Employee selection test validation IVALill)
Yes 34
No 28

Human resource executive involved in business
planning (HRI)
Yes 3S
No 28

Formal grievance procedure IGP)
Yes 33
No 30

Employment discrimination/wrongful termination

litigation (DISC)
Yes 37
No 27

Source: UCLA Institute of Industrial Relations Explicit Contracting Survey, 1990-
Total number of cases: 1,068-
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Table 15.3. Regression estimates of the incidence of explicit individual
contracting (t.values in parentheses)

I 2 3

Inde d Dependent variable
pen ent

variable Explicit contracting Explicit contracting

Constant 3.03 2.87
(2.041 (1.95)

FP 2.64' 2.45'
(1.23) (1.121

NFP -0.63 -0.59
(-0.42) (-0.38)

IS 1.92' 1.77'
(0.91) (0.841

FJD -0.44 -0.40
(-0.30) (-0.281

TRAIN 1.83. 1.69'
(0.87) (0.81)

VALID 1.23 1.17
(0.881 10.79)

HRI 1.42 1.31
(1.02) (0.94)

GP 1.27 1.19
(0.78) (0.711

DISC 2.23.. 2.11'.
(0.92) (0.851

Proportion of managerial and
professional employees
(MGR-PROF) -1.58'

(0.73)
Firm in manufacturing or

financial services sector
(MFG-FIRE) -1.83'

(0.871
Firm operates outside U.S.

(MNC) -1.54.
(0.71)

Percent of workers unionized
(UNION) -1.02

(0.69)

R2 .28 .33
Number of cases 1,042 1,016

.Significant at p = < .05.

., Significant at p = < .01.
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ment that are covered by such contracts.6 The UCLA survey pro-
vided direct data on (estimates of) respondent firms' employee cover-
age by explicit contracts, and these were used to test scope-of-
coverage regression equations, the results of which are reported in
Table 15.4. Several individual questions included in the UCLA sur-

Table 15.4 Regression estimates of percent of employees covered by
explicit individual contracts (t-values in parentheses)

1 2 3

I d d Dependent variablen epen ent
variable % of Employees covered % of Employees covered

Constant 2.67 2.45

(2.13) (1.931
FP 2.56" 2.32"

(1.23) {1.13)
NFP -2.36" -2.15"

{-1.091 1-1.04)
IS 2.04" 1.92"

{0.931 (0.86)
FJD -2.01" -1.87"

(-0.91) 1-0.90)
TRAIN 1.96" 1.79"

{0.921 (0.85)
VALID 0.82 0.76

(0.59) {0.55)
HRI 1.30 1.21

{0.S2) {0.79)
GP 0.99 0.97

(0.65) {0.641
DISC 2.39"" 2.16""

10.98) (0.89)
MGR.PROF -1.64"

{0.73)
MFG-FIRE -1.82"

{0.81)
MNC -1.73"

{0.84)
UNION -1.18

{0.76)

R2 .34 .39
Number of cases 327 323

Note: Based on data for firms with explicit individual contracts.
" Significant at p = < .05.
"" Significantatp = < .01.
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vey were used to construct a terms-and-conditions scope-of-coverage
variable (index), and responses to these questions served as the data
for testing the relevant regressions cquations, the results of which
are reported in Table 15.5.7

From Table 15.4 it can be observed that, as with the incidence of
explicit individual contracting, the proportion of a firm's employees
covered by explicit individual contracts is significantly positively
associated with several human resource management characteristics
of firms: the use of financial participation, information sharing, and
formal training programs, and experience with discrimination or
wrongful termination litigation (column 21. Several structural char-
acteristics of firms are also positively associated with the proportion
of employees covered by explicit contracts, namely, the proportion of
managerial and professional employees in the firm IMGR-PROFI,
presence of the firm in the manufacturi"ilg'or financial services sector
IMFG-FIREI and the extent to which a firm operates outside of the
United States IMNCI Icolumn 31.11 The use of nonfinancial participa-
tion and flexible job design programs are significantly negatively
associated with the proportion of a firm's employees covered by
explicit individual contracts. On balance, then, the incidence of
explicit individual contracts and the percentage of a firm's em-
ployees covered by such contracts are for the most part influenced by
common human resource management and structural variables.

The findings reported in Tables 15.3 and 15.4 for the financial
participation IFPI, nonfinancial participation INFPI, and flexible job
design IFJOI variables are especially notable, not only because the
signs on the coefficients of NFP and FJO are opposite of those that
were predicted (that is, they are negative rather than positive I, but
also because of the recent emphasis in U.S. business on rethinking
the ways in which work is organized and employees are utilized and
rewarded. Initiatives to enhance the flexibility of work arrange-
ments, to involve employees more fully in workplace and organiza-
tional decision making, and to increase the relative proportion of
variable pay lor pay at risk) in the compensation package have be-
come widespread in recent years IDelaney, Lewin, and Ichniowski
1989; Kochan, Katz, and McKersie 1986). Yet apparently only the last
of these initiatives is positively associated with the use of explicit
individual contracting in the labor market. When it comes to design-
ing more flexible jobs and involving employees more fully in deci-
sion making via programs of nonfinancial participation, employers
seemingly prefer to treat these arrangements as part of implicit con-
tracts with employees.

Somewhat different dynamics, however, are at work with respect
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to the scope of terms and conditions included in explict individual
contracts, as is evident from the regression results presented in Table

15_5- They show that the scope of coverage is significantly negatively
associated with the use of financial and nonfinancial participation
programs, information sharing programs, and the presence of griev-

Table 15.5. Regression estimates of scope of terms and conditions covered
by explicit individual contracts (t-values in parentheses)

1 2 3

Dependent variable

Independent Scope of Scope of
variable terms and conditions terms and conditions

Constant 2.38 2.19
11.94) (1.821

FP -2.]7" -2.06"
(-0.96) (-0-921

NFP -2.31" -2.16"
(-1.04) (-0.95)

IS -1.98" -].89"
(-0.91) (-0.87)

FSD -1.15 -1.09
(0.79) (-0.76)

TRAIN -0.81 -0.76
(-0.591 (-0.571

VALID 0.50 0.46
(0.36) (0.34)

HRI 1.73" 1.61" ;

(0.83) (0.72) l
GP -1.87" -1.76* !

(-0.891 (-0.82)
DISC ].04 0.96

(0.711 (0.691
MGR-PROF 0.87 0.81

10.60) (0.58)
MFG-FIRE 1.77" 1.68"

(0.82) (0.77)
MNC 0.73 0.67

(0.48) (0.45)
UNION 1.62" 1.54"

(0.73) (0.70)

R2 .31 .35
Number of cases 324 311

Note: Based on data for firms with explicit individual contracts.
" Significant at p = < .05.
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ance procedures, and significantly positively associated with senior
human resource executive involvement in business planning, pres-
ence of the firm in the manufacturing or financial services sector
(MFG-FIRE), and the percentage of the firm's work force that is
unionized (UNION) (columns 2 and 3). Recall that financial partici-
pation and information sharing programs were previously found to
be significantly positively related to the incidence of explicit individ-
ual contracts and to the proportion of a firm's employees covered by
such contracts. Further, the firm's use of formal training programs
and its experience with discrimination or wrongful termination liti-
gation, which were also significantly related (in opposite directions)
to the incidence of explicit individual contracts and to the proportion
of a firm's employees covered by such contracts, are not significantly
related to the scope of terms and conditions included in explicit
individual contracts. Hence, the scope of terms and conditions in-
cluded in explicit individual coI)tracts in U.S. firms is apparently
subject to a somewhat different set of determinants from those that
influence the incidence of and proportion of employees covered by
explicit contracts.

Case Examples of Explicit Individual
Contracting

Among the specific terms and conditions covered by explicit individ-
ual contracts in the firms that responded to the UCLA survey, the
most prevalent were those pertaining to employee access to so-called
trade secrets.9 The typical contract provision requires the employee
to agree not to reveal trade secrets of the firm to competitors during
and (for a specified period) following the employee's tenure with the
firm. In return, the employee is given access to these trade secrets
that are sometimes associated with an upgrading or promotion of the
employee and, more broadly, with continuity of employment.

The most common trade secrets in this regard take the form of
components of the production process in manufacturing firms and
lists of customers or clients in service firms. Other trade secrets
pertain to customer credit ratings, supplier-vendor financial infor-
mation, inventory valuation, computer programs, and security pro-
cedures. Provisions for and restrictions on employee use of trade
secrets are most often found in explicit individual contracts with
professional personnel- notably scientists and engineers -and
appear to be most prevalent among firms that serve as defense
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~".'" contractors and subcontractors. Nevertheless, clerical and produc-

tion employees are also sometimes parties to explicit individual
contracts that contain trade secret provisions.

Explicit individual employment contracts for executive and mana-
gerial personnel sometimes contain provisions barring such person-
nel from revealing the firm's strategic planning process and written
business plans to competitors during and following the executive or
manager's tenure with the firm. Such contracts also often contain
language restricting the executive or manager for a specified time
period from opening or joining a business that is a direct competitor
of the firm in question. Provisions pertaining to personal nonwork
behavior are also more prevalent in explicit individual contracts
with managerial than with nonmanagerial personnel, according to
the UCLA data.l0

To better illustrate the uses to which explicit individual contracts
are presently being put by U.S. firms, I will briefly consider three
examples of such contracts, one in an aerospace firm, another in a
financial services firm, and the last in a hotel and restaurant firm. To
preserve confidentiality, the firms are referred to below as Firm A,
Firm F, and Firm H, respectively. The data for this comparison were
obtained from site visits, field interviews, and archival analysis in
three firms that were among those that responded to the 1990 UCLA
survey and that subsequently agreed to participate in this phase of
the study.ii

Firm A
This large aerospace firm produces aircraft, aircraft components, and
a wide variety of other aviation products, largely for the U.S. Air
Force. As of 1990, some 80 percent of its business was done under
contract with the Department of Defense. About 75 percent of the
firm's 36,000-member work force has signed explicit individual em-
ployment contracts, and this proportion rises to almost 100 percent
for the firm's managerial and professional employees.

Virtually all of these explicit individual contracts contain a trade
secrets provision, which reads in part as follows:

As a condition of continued employment with IFirm A], the
employee agrees not to reveal to competitors, suppliers, or em-
ployees of other units of IFirm A] information about IFirm A's]
products, production processes and components, subcontrac-
tors, inventories, accounting methods, and financial reports.
Violation of this provision will result in disciplinary action by
IFirm A], including possible termination of employment.
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The written contract containing this and other provisions is pro-
ferred to the job applicant in the late stages of the employment-
selection process, that is, just prior to hiring. Failure of the job
applicant to sign the contract will result in the applicant's not being
hired by Firm A. According to the personnel data supplied by this
firm for the period from 1.986 to 1.990, about 2 percent of job appli-
cants who make it through the employment-selection process to this
stage refuse to sign explicit individual employment contracts. Also
during this period, four cases of individuals who violated the trade
secrets provision of their explicit contracts with Firm A were discov-
ered, and all four cases resulted in termination from the firm.

For senior executive and managerial personnel of Firm A, explicit
individual contracts contain the following provision:

As a condition of continued employment with (Firm AI, the
employee agrees not to reveal to competitors, suppliers, govern-
ment officials, or employees of other units of IFirm AI informa-
tion about (Firm A's I business plans, business strategy, or
customers- Violation of this provision will result in disciplinary
action by (Firm AI, including possible termination of employ-
ment. Further, upon separation from (Firm AI, the employee
agrees not to seek employment with or become employed with
a competitor company for a period of three years following such
separation. Violation of this provision will result in legal action
by (Firm AI against the former employee.

Employee agreement to these provisions is required for the em-
ployee to be placed in a senior executive or managerial position with
Firm A. According to personnel data supplied by this firm for the
period from 1.986 to 1.990, during which time Firm A made 34 ap-
pointmentsto senior executive and managerial positions, three indi-
viduals refused to sign explicit individual contracts containing the
provisions shown above. Further, during this same period two senior
executives who left the firm went to work for competitors of Firm A,
which subsequently brought legal action against them. One of these
executives then left his new employer, and the other was dismissed
by his new employer upon receipt of notice of Firm A's legal action.

Firm F
This financial services firm provides investment banking, personal
banking, brokerage, and related services to a mix of corporate, busi-
ness, and individual clients. Approximately 80 percent of its 2,400-
member work force has signed explicit individual employment con-
tracts, and this proportion rises to 100 percent for professional
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personnel (for example, investment bankers and stock brokers) and
senior executives. The explicit contracts used by this firm are
lengthy and cover such matters as trade secrets, fiduciary respon-
sibilities, and treatment of customers. In addition, however, these
contracts specify the compensation arrangement between individual
employees and firm and are "renegotiated" annually. An example of
the compensation provision of one such explicit contract reads as
follows:

During 1989, I the employee I will be paid a salary of $112,000.00
by IFirm FI.IThe employee I will be eligible to participate in the
1989 bonus pool provided that he remains continuously em-
ployed with {Firm FI during 1989. The bonus pool will provide
{the employeel with no less than four percent of his base salary,
and may reach up {sicl to 20 percent depending upon the certi-
fied 1989 financial results for {Firm Fl. The determination of the
size of the bonus pool and its allocation among members of
{Firm FI will be at the discretion of the Management Commit-
tee."

Beginning in 1986, Firm F expanded the provisions of its explicit
contracts with individual employees to encompass certain aspects of
personal behavior, especially in the area of substance abuse. Selected
provisions of this new "standard contract" read as follows:

As a condition of employment with {Firm FI, the employee
agrees not to use illegal substances, including drugs. Upon dis-
covery by IFirm FI of the use of such substances by an employee,
the employee will be dismissed and referral may be made to
proper authorities for subsequent legal action.

As a condition of employment with {Firm F], the employee
agrees to submit to tests for substance and chemical depen-
dency. The results of such tests, including the bodily fluids
extracted from the employee, will remain the property of
{Firm Fl.

[Firm FI retains the right to make known to proper authorities
and inquiring commercial enterprises the results of tests for
chemical and substance dependency performed on the em-
ployee. The employee agrees to waive his right to bring legal
action against IFirm FI in the event that such test results are
made known to government authorities, commercial enter-
prises, or other inquiring organizations and parties.

As with Firm A, Firm F presents explicit individual contracts
containing these and other provisions to job applicants late in the
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employment-selection process, just prior to hiring. According to per-
sonnel data provided by Firm F for the period from 1986 to 1990,
approximately 24 percent of job applicants to managerial and profes-
sional positions who made it through the early stages of the
employment-selection process refused to sign explicit contracts pro-
ferred to them by the firm. Also during this period, some 3.5 percent
of Firm F's employees were dismissed for violating one or another
provision of their explicit contracts with the firm.

Firm H
This firm is in the hotel and restaurant business and operates more
than 1,000 such establishments in the United States and abroad. It
has about 160,000 employees worldwide, of whom approximately 80
percent work in the United States. Historically, Firm H has had high
employee turnover rates, averaging 100 percent annually across var-
ious occupational specialties, and approaching 400 percent annually
for jobs such as desk clerk, reservations agent, and bell captain.
Historically as weR Firm H has maintained explicit individual em-
ployment contracts only for a few senior executives and certain

security personnel.
Beginning in 1988, however, Firm H decided to adopt explicit

individual contracting for a variety of hotel and restaurant personnel
at selected locations. The rationale for this decision was that such
contracting would help reduce employee turnover, lengthen em-
ployee job tenure, and enable Firm H to secure a larger (and more
certainJ return on its investment in employee training. Such training
was deemed necessary to bring new employees up to "threshold"
levels of reading, writing, computing, and customer relations skills,
but the problem for the firm was that it had little or no way to ensure
that new employees would remain with the firm long enough to
permit the training to, in effect, payoff. Explicit contracting was
judged by Firm H's senior management, especially its senior human
resources executives, to be a partial solution to this problem. In
addition, achievement of these human resource objectives was con-
sidered critical to achieving a key business objective, namely, in-
creased customer satisfaction.

The explicit contract offered by Firm H to prospective employees
(in selected locationsJ contains the following provision:

As a condition of employment with {Firm H], {the employee]
agrees to participate in company-provided training which will
begin immediately upon [the employee's] hiring by {Firm HI
and which will last for three weeks. Following successful
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completion of the training program, Ithe employee} will re-
ceive a six percent base pay increase and a full-time work
assignment- Following six months of satisfactory performance
in this work assignment, (the employee! will receive a five
percent increase in base pay. IThe employeel agrees to remain
employed with (Firm HI for 15 months from today, at which
time IFirm HI and (the employeel will jointly decide if the
employment relationship shall be continued.

Other provisions of this explicit contract and other policies of Firm
H allow the employment relationship to be ended by either party
earlier than specified in the contract.12 Data provided by Firm H for
the period from 1989 to 1990 indicate that approximately 4 percent
of job applicants to whom offers of employment were made rejected
the offers because of unwillingness to sign explicit employment
contracts. Further, some 6 percent of employees hired during this
period left their employment prior to the ending dates specified in
their explicit contracts with Firm H. But these data also showed that
Firm H's hotel and restaurant establishments that used explicit indi-
vidual employment contracts had lower average employee turnover
rates, longer average employee job tenure, and higher (measured)
levels of customer satisfaction than establishments that did not use
such contracting arrangements. Largely on the basis of these find-
ings, Firm H decided in 1991 to extend the use of explicit employ-
ment contracting, from about 20 percent to 40 percent of its hotels
and restaurants in the United States.

As the examples provided by Firms A, F, and H indicate, there is no
uniform or perhaps even standard type of explicit individual employ-
ment contract presently prevailing in the U.S. labor market. This is
in contrast to the uniformity of contracts that develop under collec-
tive bargaining between unions and employers, and apparently as
well to the uniformity of employment agreements that develop be-
tween individual workers and firms in countries (primarily in West-
ern Europe) with antidischarge legislation (Bain 1992).

However, this diversity of explicit individual employment con-
tracts appears quite consistent with economists' notions of implicit
contracting in the labor market and with psychologists' concepts of
psychological contracting in the employment relationship. Absent
active institutions, such as labor unions, works councils, or em-
ployee rights legislation, in the structuring of explicit individual
employment contracts, the provisions of such contracts can be ex-
pected to vary according to the characteristics of firms, the prefer-
ences of management, and the characteristics and preferences of
employees. Indeed, this is consistent with the previously observed
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variation in the scope of terms and conditions included in explicit
individual contracts, with the variation in the proportion of firms'
employees covered by such contracts, and, most basically, with the
fact that such contracts exist in some but not other firms.

Nevertheless, perhaps the most interesting question about explicit
individual contracting in the labor market is whether or not it will
become more dominant or fade from the scene in the years ahead.
This question is taken up next, using the evidence presented here as a
point of departure.

!

The Future of Explicit Contracting

Assuming that the data obtained from the sample of firms included
in the UCLA survey can be generalized to the business sector as a
whole, it appears that a larger proportion of the U.S. work force is
presently covered by explicit individual employment contracts than
by collective bargaining contracts -roughly 24 percent versus 13
percent. Thus, to a substantial extent, explicit individual contracting
has supplanted explicit collective contracting in the U.S. labor mar-
ket, and the differential incidence of these two contractual forms
may widen if predictions of further decline in the unionization of the
U.S. work force are taken seriously (Freeman and Medoff 1984;
Lewin, Mitchell, and Sherer 19921.

The major "unknown" in all of this concerns the potential conver-
sion of implicit or psychological contracts into explicit contracts.
What factors may drive such conversion? The empirical findings and
case examples presented in this chapter suggest that increased em-
ployer use of financial participation programs, information sharing
programs, and employee training programs will contribute to a rising
incidence of explicit individual employment contracting and to en-
larged proportional coverage of employees by such contracts; so too
will a rising incidence of employment discrimination and wrongful
termination litigation, relative growth of employment in managerial
and professional occupations and in the financial services sector, and
enhanced multinational operations of U.S. firms.

Conversely, increased employer use of nonfinancial participation
and flexible job design programs is likely to be associated with a
decline in the incidence of explicit individual employment contract-
ing and in the proportion of employees covered by such contracts.
This is because these human resource management initiatives,
more than most others, are typically grounded in the concept of
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organizational culture, which places strong emphasis on organiza-
tional members"'voluntary" (rather than contractual) adherence to a
set of core or shared values (O'Reilly 1989). The dominant core value
in so-called strong organizational cultures is commitment to the
organization (Lawler 19861, and employee nonfinancial participation
programs -for example, quality circles, quality-of-working-life im-
provement schemes, and autonomous work teams -and flexible job
and work design programs are intended to enhance such commit-
men.t on the part of employees (Cooke 1990). Further, the idea of
organizational commitment is closely akin to earlier ideas about
attitudes, expectations, and beliefs that stem from the concept of
psychological contracting in the employment relationship. And, as
in the case of psychological contracting, the members (managers and
employees) of "high-commitment" firms characterized by programs
of employee nonfinancial participation and flexible job design appear
to prefer implicit contracts or shared understandin.gs to explicit indi-
vidual employment contracts.

However, it is far from certain that the incidence of or employee
coverage by nonfinancial participation. and flexible job design pro-
grams will increase over the next several years. Various threats and
challenges to such programs have been identified elsewhere (Lewin
1989b, 1991; Aaron 1992), and perhaps chief among them are the
differential "risk preferences" of sen.ior executives and employees
with respect to highly participative, flexible work organizations.
Employees, or a substantial subset of them, may prefer less participa-
tion. and flexibility (risk) in work than senior executives who are
imbued with enhancing their firms' competitiveness via the devel-
opmen.t of strong-culture, high-commitment work organizations.
Put differently, organizational culture is a mechan.ism of social con-
trol, and as with other such mechanisms employees may prefer less
control or to have a formal say in the control process- But just as
employees have increasingly been rejecting unionism as a form of
workplace participation, they are also likely to reject too much work-
place and organizational participation in other forms.13 Therefore,
the apparent dampening effects of employee nonfinancial participa-
tion and flexible job design programs on explicit individual contract-
ing in the labor market are unlikely to grow and may well shrink in
the next several years.

A more positive case for the growth of explicit individual contract-
ing can be made on the basis of aforementioned initiatives in the
areas of employee financial participation, information sharing, and
employee training. Firms are increasingly likely to seek more formal
arrangements for securing returns on investments in variable pay,
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information sharing, training programs, and worker self-monitoring,
and employees are increasingly likely to expect that these terms and
conditions of employment will be put in writing. Enhanced product
market competition and use of human resources to achieve strategic
business objectives underly this prediction about firm behavior,
while the passing of the era of having a "career with the company,"
and increased use of formal contracting in other spheres of social and
economic life (such as for appliance repair and maintenance, various
insurance coverages, and credit card usage) are among the factors
underlying this prediction about employee expectations and behav-
ior. These forces, in turn, will produce a higher incidence of explicit
individual labor market contracting and a higher proportion of em-
ployees covered by such contracting arrangements than presently
exist, though changes in the scope of terms and conditions under
explicit individual employment contracts are far more problematic
and difficult to forecast.

Finally, it is also likely that explicit individual labor market con-
tracting will exhibit a certain dualism, segmentation, or, in Kerr's
terminology, "balkanization." The incidence of such contracting is
greater -and likely to be greater still- in managerial and profes-
sionallabor markets than in others; in manufacturing and financial
service firms than in others; in firms with highly structured internal
labor markets rather than in firms with unstructured or nonexistent
internal markets; and in firms with variable pay, information shar-
ing, and training programs than in firms without such programs.
Thus, while it would stretch credulity to predict that every firm and
every employee will soon be party to explicit individual employment
contracts, it is plausible to expect that explicit individual contract-
ing will become the new dominant institutional arrangement in U.S.
labor markets during the 1990s.

Notes

1. This is hardly the first time that a common industrial relations idea,
issue, or problem has been studied by scholars from different disciplines
with little or no cross-fertilization. For a more generalized treatment of
this phenomenon, see Kaufman 1989, Lewin 1989a, and Cummings 1989.

2. A 40 percent sample of the roughly 5,500 "business lines" listed in the
1990 Compustat n file was selected for the purpose of administering the
explicit contracting survey. The initial mail survey was followed by one
written and one telephone follow-up survey, yielding an overall 53 per-
cent response rate.
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3. For the unionization, firm size, and firm age variables, the distribution of
respondents was split at the mean to create high-low, large-small, and
old-young categories, respectively. Geographical scope was measured by
the proportion of the firm's work force employed outside the United
States. As before, the distribution of respondents was split at the mean to
create two categories, in this case, multinational and domestic.

4. Examination of the zero-order correlation matrix for the independent
variables used in the regression analysis showed no significant multi-
collinearity. Because this is an "early stage" study of explicit contracting
in the labor market, an argument can be made for retaining all of the
theoretically motivated independent variables even in the presence of
multicollinearity. It is also because this is an early stage study that
formal modeling and hypothesis specification have been deemphasized.

S. In effect, these structural characteristics are treated as control variables
in the regression analysis.

6. This multiplicity of measures of explicit individual labor market con-
tracting is closely similar to the multiplicity of measures of strike
activity -for example, the number of strikes, the number of workers on
strike, and \\fork hours and days lost due to strikes (see Kaufman 1992).
As with strikes, an argument can be made that the incidence of labor
market contracting is less meaningful than the number or proportion of
employees covered by such contracts or the scope of terms and condi-
tions included in such contracts.

7. Six items comprise this scope-of-coverage variable, with a five-point
scale used for each item. Hence the explicit contract scope-of-coverage
index ranges between 6 and 30. The mean score on this index among
respondent firms was 16.5, \\fith a standard deviation of 2.4.

8. The variables MNG-PROF and MFG-FIRE are constructed dichotomous
variables, \\fith yes = 1, no = o.

9. The term trade secrets is in fact rarely used in the explicit individual
employment contracts that were examined during the course of this
study. Instead, these contracts often refer to "proprietary" processes,
data, and knowledge.

10. Among the responding firms with explicit individual employment con-
tracts, about 17 percent made reference to personal, nonwork behavior in
the case of contracts with managerial personnel, compared with 11
percent in the case of contracts with nonmanagerial personnel. Among
the personal, non\,.ork behaviors mentioned in these contracts were
alcohol, drug, and gambling dependency, and physical and mental well-

being.
11. The site visits, field interviews, and archival analysis were conducted

between August 1990 and October 1991. Three other firms have since
agreed to participate in a companion study, which is part of the UCLA
Project on Explicit Labor Market Contracting.

12. These provisions include general or industry-specific business condi-
tions necessitating layoffs; the sale or relocation of establishments; and
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the employee's personal health, financial considerations, and family
circumstances. Basically, Firm H does not press unwilling employees to
remain in its employ, and chooses not to attempt legally to enforce its
explicit contracts with non-managerial personnel. Still, Firm H believes
that the main contribution of explicit contracting is to codify the rela.
tionship between company-provided training and the employee's subse-
quent pay and career progression within the firm.

13. Indeed, employees (or a substantial proportion of them) may regard the
concept of a strong organizational culture as an ideology of management
that, as with prior ideologies, primarily seeks to retain the authoritative
control of management over employees (see, for example, Bendix 19561.
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